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|. Introduction

Before this Court are the parties June 20, 2005 Motions for Summary Judgment.
Both the Plaintiffs, WorldCom, Inc. and MCl WorldCom Network Services, Inc.
(collectively, “WorldCom” or “Debtor”), and the Defendant Generd Electric Globa
Asset Management Services (collectively, including predecessors-in-interest, “GE”) aver
that no materid issues of fact are in dispute, and further, that each is entitled as a matter
of law to judgment in its favor on the matters set forward in WorldCom's Complaint for
Declaratory Rdief and for Recovery of Unauthorized Postpetition Transfers, filed on
November 13, 2003 (“Complaint”). The ingtant motions concern the essentia element of
the Complaint, namely WorldCom'’ s contention that the August 1, 1996 Equipment
Leasing Agreement (* Agreement”) between the parties should be recharacterized by this
Court as afinancing or security arrangement and treated accordingly under applicable
provisions of the Bankruptcy Code.
. durisdiction

This Court has subject matter jurisdiction over this adversary proceeding pursuant
to section 1334(b) of title 28 of the United States Code and under the July 10, 1984
“Standing Order of Referral of Cases to Bankruptcy Judges’ of the United States Didtrict
Court for the Southern Digtrict of New York (Ward, Acting C.J.), as this matter arises

under sections 549 and 550 of title 11 of the United States Code. Thisisa*core”



proceeding pursuant to section 157(b)(2)(A) of title 28 of the United States Code. This
Court has postconfirmation jurisdiction under paragraph 32 of this Court’s Order
Confirming Debtors Modified Second Amended Joint Plan of Reorganization under
chapter 11 of title 11 of the United States Code (Oct. 31, 2003) (“Plan”). Hospital and
University Property Damage Claimantsv. Johns-Manville Corp. (In re Johns-Manville
Corp.), 7 F.3d 32, 34 (2" Cir. 1993).
[11. Background

The contractua relationship between GE' s predecessor-intinterest USL Capita
Corporation (“USL") and WorldCom at issue in the instant adversary proceeding
emerged in connection with WorldCom' s acquisition from Northern Telecoms, Inc.
(“Nortd”) of over $100 million worth of commercid telecommunications transmisson
equipment (“Nortel Equipment”) in the spring of 1996 (“Nortel Purchasg’). In order to
finance the purchase of this equipment, WorldCom entered into eight Smilar “leases’
(collectively, “Nortel Leases’) with atota of seven companies (collectively, “ Financing
Companies’), including USL. In broad terms, these arrangements provided that the
Financing Companies would first purchase the Norte Equipment as assignees of
WorldCom to the Nortel Purchase, and then lease that equipment to WorldCom for usein
WorldCom' s fiber optic telecommunications system. USL agreed to finance
approximately $9.8 million worth of the Nortel Equipment (“USL Equipment”), and the
Agreement reflects the arrangement the parties devised to accomplish this.

Initsrelevant articles, the Agreement provided that the Basic Term of the lease
would run for 84 months. WorldCom would pay monthly “renta” payments of

$122,895.89 for the firgt forty-one months, $147,687.63 for months forty-two through



fifty-two, and $150,169.31 for the remaining months of the Basic Term, not including
applicable sales taxes for which WorldCom was responsible. The Agreement thus
contemplated that over the Basic Term of the lease, WorldCom would pay approximatey
$11.5 million in rental payments. Upon expiration of the Basic Term after 84 months, the
Agreement provided that WorldCom could ether: (1) renew the lease for an additional 12
month term at amonthly rent of $135,518.09, for atota payment of $1,638,217.08 over
the twelve month term (“Basic Term Renewa Option”); or (2) purchase the equipment
for the greater of the fair-market vaue of the equipment or 5% of the totd acquistion
cost of the equipment (“Basic Term Purchase Option”).> The Agreement further stated
that in the absence of written notice from WorldCom expressing its intention to exercise
the Basic Term Purchase Option, WorldCom would be presumed to have exercised the
Renewal Option. If WorldCom exercised or was deemed to have exercised the Renewd
Option, the Agreement provided that WorldCom could, at the end of the 12 month
Renewd Term, ether: (1) purchase the equipment for fair-market vaue (“Renewd Term
Purchase Option’); or (2) return the equipment to USL and end the contractua
relationship (“ Renewd Term Return Option”).

The Basic Term of the Agreement commenced on September 6, 1996 and was
scheduled to end on September 6, 2003. However, in light of its crumbling finencd
position, WorldCom filed a voluntary petition for relief under Chapter 11 of the
Bankruptcy Code in this Court on July 21, 2002 (* Petition Date”), before the expiration
of the Basic Term of the Agreement. As of the Petition Date, WorldCom had not

defaulted on the Agreement, but had made al monthly payments as required. Moreover,

! The Agreement originally provided that WorldCom had the additional option at the end of the Basic Term
of returning the equipment to USL and thus completing the lease. However, a contemporaneously executed
amendment withdrew that option.



it continued making such payments following its petition for bankruptcy for the period

from August 2002 through July 2003, one month prior to the expiration of the Basic

Term. Nonetheless, as part of its reorganization efforts, on April 30, 2003, WorldCom
filed Notices of Rejection pursuant to 11 U.S.C. 8§ 365(a) in regard to the leases with four
of the Financing Companies. Key Corp. Leasing Ltd., AmSouth Leasing Corporation,
JPMorgan Leasing, Inc., and CIT Lending Services Corporation. WorldCom then filed
additiona Notices of Reection with two other Financing Companies. Citizens Leasing
Corporation on May 4, 2003, and BTM Capita Corporation and Diamond Lease (USA),
Inc. on June 6, 2003. Finaly, on June 10, 2003, WorldCom filed a Notice of Rgection as
to the Agreement with GE at issue here.

A number of the Financing Companies, including GE, filed Objectionsto the
Notices of Reection on the grounds that WorldCom proposed to return only equipment
of “like grade and qudlity,” and not the specific equipment each company had leased to
WorldCom. In response, WorldCom entered into negotiations with the Financing
Companies concerning the Nortdl Leases and future digposition of the Nortel Equipment.
By July 10, 2003, WorldCom had reached settlement agreements with each of the
Financing Companies except GE. Under these settlements, WorldCom agreed to
purchase the leased equipment and satisfy any outstanding obligations arisng from the
lease agreements.

For reasons not clear from the record, settlement negotiations between WorldCom
and GE were not as fruitful as such negotiations had been with the other Financing
Companies. Asaresult, on November 17, 2003, WorldCom filed its Complaint in this

Court and indtituted the ingtant adversary proceeding againgt GE. In its Complaint,



WorldCom asserted that the Agreement was not atrue lease but a disguised security
arrangement, aposition it had not previoudy taken with regard to the other financing
agreements. WorldCom petitioned this Court for adeclaratory judgment to that effect,
and asserted other claims under the Bankruptcy Code based on its contention that
WorldCom' sinterest in the USL Equipment should be treated as a security interest.

GE filed aMation to Dismiss the Complaint pursuant to Fed.R.Civ.P. 12(b)(6) on
December 30, 2003, arguing that judicia estoppe barred WorldCom from asserting that
the Agreement was a disguised security arrangement. This Court denied GE'smationin
an order dated May 17, 2004, as subsequently amended on July 29, 2004, which order
was gppeded to the Didrict Court for the Southern Didtrict of New York. A hearing was
held before the Honorable Barbara S. Jones on October 28, 2004. The didtrict court
theresfter denied GE’'s Mation for Leave to Apped.?

Subsequently, the parties engaged in factud and expert discovery. Following the
close of discovery, the partiesfiled the ingtant Motions for Summary Judgment,
subsequently supplemented by multiple memorandain opposition. This Court held a
hearing on the parties respective motions on October 21, 2005.

IV. Issues Presented

The issues presented by the Complaint and the parties motions may be smply
described, even if their ultimate resolution may be more difficult. At the heart of this
dispute is WorldCom' s contention that the Agreement is not a true lease, asthe
Agreement so definesitsdf, but rather a disguised security arrangement. This
proposition anchors the Bankruptcy Code claims WorldCom raisesin its Complaint. If

WorldCom can establish that the Agreement created a security interest in the USL

2 Aswill be discussed shortly, GE has raised questions concerning the scope of this Court’s July 29, 2004.



Equipment, the Bankruptcy Code will trest WorldCom's obligations differently than it
would if the Agreement was atrue lease. In particular, WorldCom argues that any
“rentd payments’ made after the Petition Date were unauthorized postpetition transfers
subject to avoidance and recovery pursuant to 11 U.S.C. 88 549, 550. Additionally,
WorldCom seeks a declaratory judgment that GE’ s rights as a secured creditor may be
satisfied by the return of equipment of “the same make, modd, and vintage” asthe USL
Equipment. If, however, this Court does not conclude the Agreement is adisguised
security arrangement, WorldCom has dso raised dterndtive issues concerning its
obligations to GE under the Agreement and the Bankruptcy Code. Similarly, based upon
its contention that the Agreement is atrue lease, GE has asserted clams of adminigrative
relief for postpetition rent payments.

It is clear therefore that the primary issue this Court must addressis the proper
lega characterization of the Agreement. Upon that determination rests much of the
substantive conclusions this Court must reach concerning the parties’ respective
obligetions.

V. Summary Judgment and Burden of Proof

Rule 56(c) of the Federd Rules of Civil Procedure, made applicable to
bankruptcy proceedings by Rule 7056 of the Federa Rules of Bankruptcy Procedure,
dates that summary judgment should be granted if the record demonstrates thet “there is
no genuine issue as to any materid fact and that the moving party is entitled to judgment
asamatter of lav.” A fact is“materid” if it “might affect the outcome of the suit under
governing law.” Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 248, 106 S.Ct. 2505, 91

L.Ed.2d 202 (1986). A “genuineissue’ exists where “the evidence is such that a



reasonable jury could return averdict for the norn-moving party.” 1d. “When the movant
demonstrates through competent evidence that no materia facts are genuingly in dispute,
the non-movant mugt set forth oecific facts showing that there is a genuine issue for

trid.” Western World Ins. Co. v. Stack Oil, Inc., 922 F.2d 118, 121 (2" Cir. 1990)
(internd quotation omitted). See also, Celotex Corp. v. Catrett, 477 U.S. 317, 323-325,
106 S.Ct. 2548, 91 L.Ed.2d 265 (1986). The evidence must be “viewed in the light most
favorable to the party opposing the motion.” Terminate Control Corp. v. Horowitz, 28
F.3d 1335, 1352 (2nd Cir. 1994) (citations omitted). Furthermore, the Court must resolve
al ambiguities and draw dl reasonable inferences in favor of the non-moving party.
Matsushita Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 587, 106 S.Ct. 1348, 89
L.Ed.2d 538 (1986).

Where, as here, a party hasfiled a cross-motion for summary judgment, the Court
must pay particular attention to the parties’ respective burdens of proof, persuasion, and
production. When faced with a cross-motion for summary judgment, the court must
consider the merits of each motion independently of the other. Heublein, Inc. v. United
Sates, 996 F.2d 1455, 1461 (2" Cir. 1993). Although it maybe implied from thefiling
of across-motion that the parties have agreed that no materia issues of fact exig, the
court is not bound by thisimplicit agreement and is not required to enter ajudgment for
either party. Moralesv. Quintel Entertainment, Inc., 249 F.3d 115, 121 (2" Cir. 2001).
See also Aviall, Inc. v. Ryder System, Inc., 913 F.Supp. 826, 828 (S.D.N.Y. 1996), aff'd,
110 F.3d 892 (2" Cir. 1997). Moreover, “[N]either sideis barred from asserting that
there are issues of fact, sufficient to prevent the entry of judgment, as a matter of law,

agang it.” Heublein, 996 F.2d at 1461. When anayzing each motion, the court must be



careful to view the factsin the light most favorable to the non-moving party and draw al
reasonable inferencesin that party’sfavor. 1d.

The burden of proof at tria will rest with WorldCom as the party seeking to
characterize the Agreement as something “other than what it purportsto be” In re Owen,
221 B.R. 56, 60 (Bankr.N.D.N.Y. 1998). Accord Inre QDS Components, Inc., 292 B.R.
313, 321-322 (Bankr.S.D.Ohio 2002) (“Asthe party asking the Court to characterize the
Lease Agreements as ‘ other than what they purport to be,” [the defendant] bears the
burden of proof.”) (quoting In re Murray, 191 B.R. 309, 316 (Bankr.E.D.Pa. 1996)); Inre
Triplex Marine Maint., Inc., 258 B.R. 659, 664 (Bankr.E.D.Tex. 2000); In re Edison
Bros. Sores, Inc., 207 B.R. 801, 812 (Bankr.D.Dél. 1997); In re Zaleha, 159 B.R. 581,
586 (Bankr.D.ldaho 1993). Therefore, to succeed on a motion for summary judgment,
WorldCom must satisfy its burden of proof asat trid. See Celotex Corp. v. Catrett, 477
U.S. at 325. GE, asthe party not bearing the burden of proof at trid, can satisfy its
burden of production as movant by smply showing thet little or no evidence may be
found to support WorldCom'sclam. Id. If GE carriesthisinitid burden of production,
WorldCom must set forth specific facts that show triable issues of fact exist. Matsushita
Elec. Indus. Co. v. Zenith Radio Corp., 475 U.S. 574, 586-587, 106 S.Ct. 1348, 89
L.Ed.2d 538 (1986).

V1. Judicid Estoppe

In its December 30, 2003 Moation to Dismiss pursuant to Rule 12(b)(6), GE
argued that WorldCom was barred by judicia estoppe from asserting in its Complaint
that the Agreement created a security interest and not alease. Briefly, GE based this

contention on WorldCom'’ s treetment of the other Nortel Leases and this Court’s approva



of the settlements reached in regard to those leases. In itsingtant Motion for Summary
Judgment, GE has reasserted this judicid estoppel argument.

The Court previoudy ruled on the issue of judicid estoppe initsMay 17, 2004
order, and, at the request of WorldCom, clarified that order in its July 29, 2004 order. In
both orders this Court stated that the eements for judicia estoppe had not and could not
be established here. In addition, GE's Motion for Leave to Appedal the July 29, 2004
order was denied by the district court on October 28, 2004. However, in its Motion for
Summary Judgment, GE didtinguishes the indant clam and argues that it has not been
fully adjudicated. GE argues that this Court’s July 29, 2004 order only adjudicated the
judicid estoppel clam asit was presented on a Rule 12(b)(6) motion to dismiss. GE
contends that it may il raise the issue in amotion for summary judgment, as the
evidentiary sandards for summary judgment motions are more expansive than for Rule
12(b)(6) motions. Nonetheless, this Court finds that GE'sjudicid estoppd clam fails
under either evidentiary standard, as was specificaly stated in the July 29, 2004 order.
Accordingly, the Court reiterates its finding that WorldCom is not barred by judicia
estoppd from asserting that the Agreement is a disguised security arrangement.

VII. Lease or Security Interest

Although the Bankruptcy Code recognizes the distinction between true leases and
security arrangements and treats the two differently, particularly in regard to the
lessor/creditor’ srights as againgt the bankrupt estate and trustee, state commercid law
determines whether a contractua agreement is to be characterized as either alease or
Security arrangement. See Butner v. United States, 440 U.S. 48, 54, 99 S.Ct. 914, 59

L.Ed.2d 136 (1979) (“ Congress has generdly left the determination of property rightsin
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the assets of a bankrupt's estate to state law”); S. Rep. No. 595, 95" Cong., 1% Sess. 314,
reprinted in 1978 U.S.C.C.A.N. 5963, 6271. As courts have consistently recognized,
whether a“lease congtitutes a security interest under the bankruptcy code will depend on
whether it congtitutes a security interest under applicable state or locd law.” Powersv.
Royce, Inc. (In re Powers), 983 F.2d 88, 90 (7" Cir. 1993). The Agreement contains a
choice-of-law clause that provides that it will be governed by Cdifornia sate law.

Neither of the parties dispute the gpplication of this choice-of-law clause, and as the

Court concurs that Cdifornialaw governs, that law will accordingly be applied here.

Section 1201(36) of the Caifornia Commercia Code defines a“security interest”
and provides two tests for distinguishing security interests from true leases. Section
1201(36) isitsdf a codification of § 1-201(37) of the Uniform Commercid Code as
amended in 19873 Asthe UCC isintended as auniform law, the Court will consider
decisons from other state and federa courtsinterpreting 8§ 1-201(37). See PSNET, Inc.

v. Cisco Systems Capital Corp., 271 B.R. 41, 43 (Bankr. S.D.N.Y. 2001); Inre Edison
Bros., 207 B.R. 801, 809 n. 7 (Bankr. D.Dédl. 1997) (* Since the UCC has been adopted by
al 50 gates, and given the uniformity purpose of the UCC, decisions from other states
arerelevant.”).

Though the concepts expressed in 8 1-201(37) are rather eadly defined, the means
to distinguish between them in arigorous manner has often euded the courts. See, e.g.,
Michael W. Gaines, Security Interests Under Article 2A: More Confusion in the Leasing

Arena, 18 Stetson L. Rev. 69, 69 (Fall 1988) (noting “the plethora of litigation regarding

% Cal. Comm.Code § 1201(36) isidentical to UCC § 1-201(37) in all relevant areas. The parties have
referred in their documents to both Cal. Comm.Code § 1201(36) and UCC § 1-201(37). For sake of clarity,
and in keeping with what appearsto be ajudicial convention, therefore, this Opinion will refer to UCC § 1-
201(37) inits discussion of the issues. However, all referencesto specific provisionswill use the
numbering scheme provided by Cal. Comm.Code § 1201(36).

11



lease agreements and leased equipment); Edwin E. Huddleson, Old Wine in New Bottles:
UCC Article 2A — Leases, 39 Ala L. Rev. 615, 623-639 (1988) (“drawing [the ditinction
between true leases and security interests] has proved to be a difficult and frequently
litigated problem”). Asthe leading treatise on the UCC has defined these concepts, “A
lease involves payment for the temporary possession, use, and enjoyment of goods, with
the expectation that the goods will be returned to the owner with some expected residua
interest of value remaining & the end of the lease term. In contrad, ... a security interest
isonly an inchoate interest contingent on default and limited to the remaining secured

debt.” James J. White & Robert S. Summers, Uniform Commercial Code val. 4, 8 30-3,
14 n. 18 (5™ ed. West 2002) (emphasis added). See also, U.C.C. Section 2A-101(1)(j)
(“’Leasg meansatransfer of the right to possession and use of goods for aterm in return
for congideration, but ... retention or crestion of security interestisnot alease”). The
prior verson of § 1-201(37) (“Old § 1-201(37)") provided little guidance as to how to
apply those conceptsin practice, leading the courts to develop arange of testsin order to
provide criteriafor distinguishing between the two. White & Summers, 8 30-3 at 3. See
also, InreKim, 232 B.R. 324, 329 (Bankr. E.D.Pa. 1999) (noting “a profusion of
inconsstent views [devel oped] among the courts regarding the proper criteriato be
gpplied in determining whether an agreement denominated as a lease created atrue lease
or asecurity interet”); E. Carolyn Hochstadter Dicker & John P. Campo, FF& E and the
True Lease Question: Article 2A and Accompanying Amendments to UCC Section 1-
202(37), 7 Am. Bank. Ingt. L. Rev. 517 (Winter 1999) (anayzing the provisions of § 1-

201(37) in reference to the mgjor tests that developed under Old § 1-201(37)).

12



Section 1-201(37) attempts to provide amore rigorous statutory standard to guide
the courts in their analysis of the security interest question.* Addison v. Burnett, 41
Cal.App.4™" 1288, 1294-1295, 49 Cal.Rptr.2d 132, 136 (Cal. Ct. App. 1996) (“In our
view, the amendment was intended to clarify the process of determining the nature of
these contracts, not to change the substance of the law.”). In structure, § 1-201(37)
requires the court to apply sequentidly two digtinct tests. See Inre Lerch, 147 B.R. 455,
460 (Bankr. C.D.Ill. 1992) (andyzing the structure and application of 8 1-201(37)). The
firgisa“Bright-Line Text” designed to provide the courts with a per se standard. The
Bright-Line Test requires the Court to determine whether the contractua terms of the
Agreement, either on their face or as applied, bear certain characteristics the statute
defines as conclusive evidence that a security interest was created. Owen, 221 B.R. at 60;
Addison, 41 Cal.App.4" at 1296, 49 Cal.Rptr.2d at 136. See also, Dicker & Campo, 7
Am. Bankr. Inst. L. Rev. at 546-547 (“courts interpreting the satute have found it to
mandate afinding of a security interest if the [Bright-Line Ted] issatidfied’). The
second test, to be gpplied if the Bright-Line Test is not stisfied, is a contextud andyss
that asks the court to determine whether “the facts of each case” demondrate thet a
security interest was crested.
A. Bright-Line Test

Section 1-201(37) provides:

(b) Whether atransaction creates alease or security interest is determined

by the facts of each case. However, atransaction creates a security

interest if the congderation the lessee isto pay the lessor for theright to
possession and use of the goods is an obligation for the term of the lease

“ As has been noted, § 1-201(37) incorporates, to varying degrees, anumber of standards previously
developed by the courts, and also clearly rejects certain other standards. QDS, 292 B.R. a 323-33; White
& Summers, 830-3, at 4-5.

13



not subject to termination by the lessee, and any of the following

conditions applies:

(i) The origind term of the leaseis equd to or greater than the remaining

economic life of the goods.

(i) The lessee is bound to renew the lease for the remaining economic life

of the goods or is bound to become the owner of the goods.

(ii1) The lessee has an option to renew the lease for the remaining

economic life of the goods for no additiond consderation or nomina

additiona congderation upon compliance with the lease agreement.

(iv) The lessee has an option to become the owner of the goods for no

additiona congderation or nomina additional consderation upon

compliance with the lease agreement.

In gpplying this test, the first question the Court must ask is whether “the
consderation the lesseeisto pay thelessor ... [ig] for the term of the lease and not
subject to termination by the lessee” WorldCom asserts and this Court agrees that there
isno issue of fact asto this question, and thus this Court finds that WorldCom was
obligated for the term of the lease and did not posses aright of termination.

The second question the Court must ask is whether any of the four stated
conditionsis met. These factors have been referred to by some courts as the “Residua
Vaue Factors’ and focus on whether the express terms of the lease demondtrate that “the
lessor is not retaining a substantid residua interest in the leased property.” PSINET, 271
B.R. 44-45; Dicker & Campo, 7 Am. Bank. Ingt. L. Rev. at 537. WorldCom asserts that
the fourth condition is met and argues that the Basic Term Purchase Option was for
nomind consideration.”

WorldCom anchors its argument on the definition of “nomind” consideration

provided in 8 1-201(37)(d)(i), which States:

® Inits Complaint, WorldCom also argues that the Bright-Line Test is satisfied on the basis of the second
listed condition, subsection (ii). Complaint, §30(c). However, in none of its subsequent memoranda or
replies does WorldCom detail or support this argument. The Court will, therefore, dispose of this claim by
noting first, that no evidence has been introduced to clearly establish the “remaining economic life of the
goods,” and second, that it is clear WorldCom is not “bound to become the owner of the goods” because
WorldCom may return the USL Equipment upon expiration of the Renewal Term. Therefore, the Court
denies WorldCom’ smotion asto thisissue.

14



Additiona congderation isnot nomind if (A) when the option to renew

the lease is granted to the lessee, the rent is stated to be the fair market rent
for the use of the goods for the term of the renewa determined at the time
the option isto be performed, or (B) when the option to become the owner
of the goods is granted to the lessee, the price is Sated to be the fair
market value of the goods determined at the time the option isto be
performed. Additiond consderation isnomind if it islessthan the

lessee’ s reasonably predictable cost of performing under the lease
agreement if the option is not exercised.

WorldCom argues that the last definition, based on the lessee’ s reasonably
predictable cost of performance, is applicable here® This definition is a codification in
part of the common law Economic Redlities Test.” See QDS, 292 B.R. at 335 n. 11;
Dicker & Campo, 7 Am. Bankr. Ingt. L. Rev. at 540. The Economic Redlities Test
essentidly questions whether, “a the end of the lease term, the only economicaly
sensible course for the lessee to take is to exercise the option to purchase the property.”
The definition provided in § 1-201(37)(d)(i) adopts this test to the extent that
performance of any lease obligations, such as here, the renewa term, or elsewhere, the

remova and return of the equipment, is more than the purchase option price®

® In the discussion regarding § 1-201(37), it should be understood that “nominal” isused in its relative,
rather than absolute, sense. Asfew contracts provide for absolutely nominal consideration, e.g., $1, courts
have had to devise tests to determine whether absolutely non-nominal consideration isrelatively nominal
and thus evidence of a disguised security interest. See PSINET, 271 B.R. at 45, for example of one case
where consideration of $1 was found to be absolutely nominal.

" The Economic Realities Test is also referred to in the case law as the “ sensible person test,” See Triplex
Marine, 258 B.R. at 671, the “No Sensible Alternative But to Exercise the Option” Test, See Inre Lykes
Bros., 196 B.R. 574, 581-582 (Bankr. M.D.Fla. 1996), and the “No Lessee in its Right Mind Test,” See
Morrisv. Dealers Leasing, Inc. (In re Beckham), 275 B.R. 598, 603 (D.Kan. 2002).

8 Thereisacertain lack of conceptual clarity evident in the case law concerning the various tests courts
apply to determine nominality. Courts consistently refer to tests by different names and offer different
justifications for applying essentially the sametest. The courts have uniformly concluded that nominality
may be established by both (1) comparing the option price to the fair market value of the goods and (2)
comparing the option price to the cost of performing any lease obligations. Additional tests have been
proposed and applied, but it is questionable whether those tests remain valid following the revision of § 1-
201(37). Of the two universally accepted tests, courts often refer to the latter as the Economic Realities
Test. However, thisis not a consistent convention, and, as noted supra, note 7, other labels have been used.
It is also questionable whether, conceptually speaking, thisis an accurate convention. The Economic
Realities Test is conceptualized in terms of economic compulsion. Asone court stated, “[w]here the terms
of the lease and option to purchase are such that the only sensible course for the lessee at the end of the
lease term isto exercise the option ... the lease was intended to create a security interest.” Steelev.
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WorldCom defines the cogt of performance as the present value as of the
conclusion of the Basc Term of (1) the rental payments due under the Basic Term
Renewa Option, plus (2) the fair market vaue (“FMV”) of the USL Equipment at the
concluson of the Renewd Term, minus (3) the remaining economic vaue of the
Equipment at the conclusion of the Renewa Term. WorldCom calculates the cost of
performance as no less than $1,501,206.00. WorldCom then defines the cost of the Basic
Term Purchase Option as no more than $1,294,140.00, based upon arange of
depreciation schedules over the life of the Basic Term. WorldCom urges the Court to
conclude therefore, that, as a matter of law, the Basic Term Purchase Option congtitutes
nominal congderation, asit islessthan WorldCom' s reasonably predictable cost of
performing the lease if it chose not to purchase the USL equipment at the expiration of
the Basic Term.

GE argues in response, and this Court agrees, that WorldCom'’s evidence is
flawed as a matter of law. Section 1-201(37)(d)(i) statesthat the additional consideration
must be less than the “reasonably predictable’ cost of performance. “Reasonably
predictable’ is defined by § 1-201(37)(d)(ii), which provides that “reasonably
predictable’ is “to be determined with reference to the facts and circumstances at the time
the transaction was entered into.”  Therefore, WorldCom must show that the * reasonably
predictable’ cost of performance is greater than the cost of the Basic Term Purchase

Option.

Gebetsberger (In re Fashion Optical, Ltd.), 653 F.2d 1385, 1389 (10th Cir. 1981). Itisfor thisreason that

the “cost of performance” test isreferred to as a codification of the Economic Realities Test, asalesseeis
economically compelled to exercise a purchase option where the performance of the lease is more costly.
However, the same reasoning applies to the former of the two tests described above, where the option price
islower than the fair market value of the goods. In such circumstances, the lesseeis similarly compelled to
exercise the option because the lessee can capture the value represented by the difference between the
option price and the fair market value. Nonetheless, for reasons that are unclear, only the | atter test is
referred to asthe Economic Realities Test in the literature and case law.
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This evidentiary provision derives from amore generd principle recognized by
courts and commentators aike: “When the parties sign the contract and become bound,
they have either made alease or a security agreement. That agreement is based upon
their present judgments about vaues, useful life, inflation, risk of non-payment, and other
matters.... Foresight not hindsight controls” White & Summers, 8 30-3 at 9. Based on
this principle, the courts have concluded that “the date of the transaction, rather than a
future date, is the more appropriate point to determine the adequacy of the option price.”
Inre Zaleha, 159 B.R. 581, 586 (Bankr. D.ldaho 1993). Thus, in assessing the
nomindlity of a purchase option vis-a-visthe FMV of the goods, “the proper figureto
compare [the option price] with is not the actual fair market vaue of the leased goods at
the time the option arises, but their fair market vaue at that time as anticipated by the
partieswhen the leaseissgned.” Inre Marhoefer Packing Company, Inc., 674 F.2d
1139, 1144-1145 (7th Cir. 1982) (emphasis added). Accord Orix Credit Alliance, Inc. v.
Pappas, 946 F.2d 1258, 1262 (7" Cir. 1991). Seealso, In re Buehne Farms, Inc., 321
B.R. 239, 245 (Bankr. S.D.IIl. 2005) (“However, the Court is unable to make the andysis
cdled for in Marhoefer because the parties have provided no evidence of the fair market
vauethey predicted the cows would have at the conclusion of the agreements.”)
(emphasis added); In re APB Online, 259 B.R. 812, 819 (Bankr. S.D.N.Y. 2001) (“The
fird test compares the option price, not to the actua fair market vaue at thetime the
option is exercised, but to what the parties thought the fair market value would be on the
exercise date when they entered into the lease.”); In re Architectural Millwork of
Virginia, Inc., 226 B.R. 551, 557 (Bankr. W.D.Vir. 1998) (“the parties testimony

indicated that the $9,625.00 [option price] was afair estimate, when made & the time the
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agreement was executed, of the vehicle' s anticipated vaue at the conclusion of the lease
payments’); Kimco Leasing, Inc. v. Sate Board of Tax Commissioners, 656 N.E.2d 1208,
1215 (Ind. Tax Ct. 1995) (requiring “some concrete information regarding the anticipated
fair market vaue of the leased equipment at the time the purchase option isto be
exercised”) (emphasis added); White & Summers, 8 30-3 a 10 (*Nomindity, therefore,
must be determined by considering the parties’ prediction of conduding vaue a sgning,
not by consdering the actud vaue a the concluson of the term.”) (emphasisin origind);
Huddleson, 39 Ala. L.Rev. at 633 (“Transactions are not true leases where the parties
anticipate, at the outset of the transaction, that the option will beirresdtible in the sense
that the option priceis extremely low in comparison to the fair market value of the
property.”).

Section 1-201(37)'s “reasonably predictable’ standard is smply a codification of
that conclusion.® As the court in QDS noted in holding that the “cost of performance”’
test had not been satisfied: “ The record therefore contains no evidence establishing what
the origina partiesto the transaction anticipated concerning [the Debtor’ 5] ‘ cost of
performing under the [agreements] if the [purchase option] isnot exercised.” 292 B.R. a
337 (emphasis added). See also Inre Grubbs, 319 B.R. 698, 717 (Bankr. M.D.Fla. 2005)
(noting that the Economic Redlities Test in generd “focuses on dl the facts and
circumstances surrounding the transaction as anticipated by the parties a contract

inception, rather than at the time the option arises™) (citing QDS). Thus, in andyzing

® Asthe case law cited above reflects, this evidentiary issue more often arises when determining nominality
by comparing the option priceto the FMV of the goods. Since courts have consistently concluded that the
option price must be compared to the FMV as anticipated by the parties, the reference to “reasonably
predictable” is presumably intended to expressly require courts to apply the same analysis when comparing
the option price to the cost of performance.
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nominality, the “reasonably predictable’ cost of performance is the cost of performance
as anticipated by the parties at the time the Agreement was signed.

WorldCom, however, hasfalled to introduce evidence asto the anticipated or
expected cost of performance if the Basic Term Purchase Option was not exercised. To
establish the anticipated cost of performance, WorldCom must offer evidence of the
relaive cogts of the Renewa Term Purchase Option and the Renewa Term Return
Option, the lesser of which must then be compared to the Basic Term Purchase Option.
The costs of these various options will depend in turn on the vaue of the USL Equipment
at the end of the Basic Term, the vaue of the equipment at the end of the Renewd Term,
and the cost of removing and returning the USL Equipment to GE at the end of the
Renewd Term. Asthe Court must compare the expected cost of performance to the
expected cost of purchase, it follows that WorldCom must dso establish the vaue of the
USL Equipment at the end of the respective terms and the cost of removal rdative to the
parties expectations at the outset of the Agreement.

WorldCom has smply not offered such evidence. For example, in calculating the
cost of the Renewa Term Return Option, WorldCom assumed that remova and return of
the USL Equipment would cost $50,000, for which figure WorldCom provided no basis
for concluding that it represents the cost as anticipated by the parties, or for concluding
on what factsit regsif any. More crucidly, WorldCom caculated the vaue of the USL
Equipment at the end of the Basic and Renewa Term on the basis of arange of possible
depreciation models. Although those modes do offer a priori estimates to the extent that

they proceed determinigticaly from the vaue of the USL Equipment at the outset of the
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Agreement, WorldCom has not established which, if any, mode the parties used to
predict the value of the equipment at relevant points in the future.

WorldCom has not serioudly attempted to assert that its evidence reflects the
parties expectations a the time the Agreement was signed. Rather, WorldCom argues
on two grounds that evidence of the parties’ expectations is not required to establish the
“reasonably predictable’ cost of performance. WorldCom argues firdt that the above-
cited case law stands only for the proposition that the “reasonably predictable’ cost of
performance must be determined based on the facts and circumstances existing & the
inception of the agreement. WorldCom further contends that this evidentiary standard
may be satisfied by introducing evidence of what a reasonable person, & the time the
Agreement was signed, would have caculated the cost of performance to be, which
WorldCom arguesiit has done by introducing evidence of the range of reasonable
depreciation models as proof of the set of reasonable calculations of cost. WorldCom
argues second that evidence of the parties’ expectations cannot be required, as any such
examination implicates examination of the parties’ intentions, congderation of the which,
WorldCom argues, is precluded by § 1-201(37).

Asto WorldCom'sfirst argument, thisis plainly an incorrect interpretation of the
case law. WorldCom seeks to excise and render meaningless the courts repeated
reference to the need to examine the “anticipated” or “predicted” vaue of goods and
contractual options. The Court declines to eviscerate the plain meaning of those
holdings. For the same reason, the Court does not believe that these holdings are merdly

illugtrative of a more generd principle that embraces aternative standards.
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Asto WorldCom's second argument, WorldCom is certainly correct in asserting
that the current version of § 1-201(37) rgjects consderation of the parties intentions as a
probative factor to be examined when analyzing an agreement. The Officid Comment to
§ 1-201(37) States:

Prior to thisamendment, [Old § 1-201(37)] provided that whether alease

was intended as security (i.e. a security interest disguised as alease) was

to be determined from the facts of each case ... Referenceto the intent of

the parties to create alease or security agreement has led to unfortunate

results.... Accordingly, amended section 1-201(37) deletes dll reference

to the parties’ intent.
Recognizing this shift, the court noted in PSINET that, “[u]nder Cdifornialaw, the
determination of whether an agreement creates atruelease ... or asecurity interest ... is
dependent on the economics of the transaction, and not the intent of the parties” 271
B.R. a 43. See also, Duke Energy Royal, Inc. v. Pillowtex Corp., 349 F.3d 711, 721 (3
Cir. 2003) (“Duke sintent argument fails, however, because the New York U.C.C. no
longer looks to the intent of the drafting parties to determine whether atransfer isalease
or asecurity arrangement.”); Dicker & Campo, 7 Am. Bankr. Inst. L. Rev. at 532-533
(“Whether alease is intended as a security interest is to be determined on an objective
bass. In conducting such analys's, the courts are required to disregard the form of the
agreement or the stated intent of the parties that the agreement be a“leasg’ and, instead,
must look at the agreement’ s economic effect on the parties’). Cf. White & Summers, 8
30-3 at 3 (“[Old 1-201(37)] posed the question whether the lease was ‘intended as
security.” ... We suspect that few courts were thus mided. Courts often recite the
shibboleth that they decide in accord with the ‘parties’ intentions' when their decison is

based ... upon the substantive attributes of the transaction set out in writing and so on

objective manifestation of intent — if intent plays any role.”)
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However, WorldCom'’ s contention that this statutory revision effectively
overrules the case law cited above is without merit. WorldCom has cited no decison
reglecting examination of the parties' expectations on such grounds, and its citations to
certain commentators in support of a reasonable person sandard are misplaced in light of
the great body of commentary recognizing the continued need to examine the parties
expectations!® See, e.g., White & Summers, §30-3 at 10; Huddleson, 39 Ala. L. Rev. a
633. The parties expectations and predictions are properly considered objective factsin
that they condtitute in large part the economic redlities and context in which the
agreement was made. Such predictions may be considered subjective to the extent that
they reflect unique vauations, but it is for precisaly that reason that such predictions must
be given effect by the courts. The courts sSmply cannot place themsalvesin the position
to subgtitute the putatively “reasonable’ person’s judgment in place of the business
judgment of the parties! Rather, the statutory revision was intended solely to overrule
those decisions holding that the parties’ intent operates as alega conclusion asto what
type of agreement was created.

In light of the foregoing, the Court therefore concludes that WorldCom has failed
to satidfy its burdens of production and proof to establish that the Agreement should be
characterized as a security arrangement per the Bright-Line Test of 8 1-201(37). The
Court does not conclude, however, that GE is entitled to partiad summary judgment in its

favor onthisissue. GE has not introduced evidence of the parties expectationsto

10 Contrary to WorldCom’s assertion, the case law cited above reflects decisions reached under the revised
§ 1-201(37).

1 The only argument WorldCom offers to justify its reasonable person standard is essentially an argument
from fairness. WorldCom suggeststhat it is unreasonable to require it to provide evidence of the parties
expectations, as this would presumably require WorldCom to introduce testimony from participantsin the
original transaction or documents expressing those participants’ positions. Considering that the parties
were sophisticated business entities contemplating a $100 million purchase, and thus may be expected to
have recorded their projections, the Court does not find it unreasonabl e to require such evidence.
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support its pogtion that the Bright-Line Test is not satisfied, nor has GE argued that no
such evidence may be offered in support of WorldCom's position. Therefore, the Court
finds that WorldCom should be afforded to opportunity to introduce evidence that
conforms to the evidentiary standard the Court has just articulated. Accordingly, neither
party is entitled to judgment in its favor on thisissue.

B. Contextuad Andyss

This conclusion does not, however, end the Court’sinquiry. Rather, as noted
above, fallure to satisfy the Bright-Line Test requires that the Court engagein a
contextua analysis to determine whether the “facts of [the] case” evidence the creation of
a security arrangement or atrue lease. See Lerch, 147 B.R. at 460; Addison, 41
Cal.App.A" at 1296, 49 Cal.Rptr.2d at 136-137.

Section 1-201(37) provides limited guidance to the courts as to how thisinquiry
should be pursued. See Richard L. Barnes, Distinguishing Sales and Leases. A Primer on
the Scope and Purpose of UCC Article 2A, 25 U. Mem. L. Rev. 873, 891 (1995); Ronad
M. Bayer, Personal Property Leasing: Article 2A of the Uniform Commercial Code, 43
Bus. Law. 1491, 1498 (August 1988). The courts are ingtructed to examine the “facts of
each case,” but the Satute does not provide any standards for determining which facts are
relevant or how rdevant facts should be weighed in the find determinaion. The sole
textud guidanceisalist of sx factorsthat are characterized as not sufficient doneto

establish that a security interest has been created.*® That list was intended to overrule

12 (¢) A transaction does not create a security interest merely because it provides one or more of the
following:
(0] That the present value of the consideration the lesseeis obligated to pay for theright to
possession and use of the goods is substantially equal to or greater than the fair market value
of the goods at the time the lease is entered into.
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certain cases holding that the presence of one of these factors was aone sufficient for
concluding that an agreement was a security arrangement, White & Summers, 830-3, at
7, but it provides no guidance in determining what fact or set of facts would justify the
court concluding that an agreement created a security interest.

In the absence of statutory guidance, courts have been forced to fashion judicid
gtandards and tests to andyze “the facts of the case.” The mgjority of courts and
commentators have agreed that the principle inquiry is*“whether the lessor has retained a
meaningful reversionary interest inthe goods.” Addison, 41 Ca .App.4th at 1296, 49
Cal.Rptr.2d at 136-137 (emphasis added). As one commentator has described this
concept:

At common law, the central feature of atrue leaseisthe reservation of an

economicaly meaningful interest to the lessor at the end of the lease term.

Ordinarily this meanstwo things. (1) a the outset of the lease the parties

expect the goods to retain some significant resdua value a the end of the

lease term; and (2) the lessor retains some entrepreneuria stake (either the

possibility of gain or therisk of loss) in the vaue of the goods at the end

of the lease term. Huddleson, 39 Ala. L. Rev. at 625.

Similarly, another commentator explains the principle in reference to the parties

“entrepreneurid gake,” the “up-gde right or down-siderisk,” that each party hasin the

(i) That the lessee assumes the risk of loss of the goods, or agreesto pay the taxes, insurance,
filing, recording, or registration fees, or service or maintenance costs with respect to the
goods.

(iii) That the lessee has an option to renew the lease or to become the owner of the goods.

(iv) That the lessee has an option to renew the lease for afixed rent that is equal to or greater than

the reasonably predictable fair market rent for the use of the goods for the term of the renewal
at the time the option isto be performed.

(v) That the |essee has an option to become the owner of the goods for afixed price that is equal
to or greater than the reasonably predictable fair market value of the goods at the time the
option isto be performed.

(vi) In the case of amotor vehicle, as defined in Section 415 of the Vehicle Code, or atrailer, as
defined in Section 630 of that code, that is not to be used primarily for personal, family, or
household purposes, that the amount of rental payments may be increased or decreased by
reference to the amount realized by the lessor upon sale or disposition of the vehicle or trailer.
Nothing in this subparagraph affects the application or administration of the Sales and Use
Tax Law (Part 1 (commencing with Section 6001), Division 2, Revenue and Taxation Code).

Cd. Comm. Code § 1201(36).
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value of the leased equipment. White & Summers, 8§ 30-3 at 2, 9-10. See also Dicker &
Campo, 7 Am. Bankr. Ingt. L. Rev. at 533 (noting that courts have consstently held that
in alease, the lessee must have aright to return the goods with a*“ sgnificant resdud
vaue’). The raionde behind this principleis clear, though circular. If the lessor does

not possess a meaningful reversionary interest, the lessor has no interest in the economic
vaue or remaining useful life of the goods, and therefore the lessor trandferred title to the
goods, in substance if not in form. In other words, the parties did not creste alease where
the putative lessor does not have the interest, the entrepreneuria stake, in the goods that a
true lessor would have. The chalenge for the courts therefore isto first establish the
indiciathat evidence areversonary interest in the leased goods and then determine
whether those indicia are gpparent in the case at hand.

In Addison, the court set out the reversionary interest analysis to be gpplied under
Cdifornialaw. Asthe court stated: “Two features of alease must be examined in this
light: (1) any option to purchase and (2) any provision for the lessee s acquisition of
equity in the goods” Addison, 41 Cal.App.4™" at 1296, 49 Cal.Rptr.2d at 137. See also,
QDS, 292 B.R. a 342 (applying Addison to determine whether the lessor has a
meaningful reversonary interest under Cdifornialaw). The Addison court derived this
andyds from two federa bankruptcy decisons, Inre Zaleha, 159 B.R. 581, and Inre
Bumgardner, 183 B.R. 224 (Bankr. D. Idaho 1995). The court in Zaleha noted “these
two factors ... have been recognized as the more important in determining the
lease/security interest digtinction.” 159 B.R. at 585 (citing Arnold Machinery Co. v.

Trustee Service Corp. (In re Hodge Lumber & Wholesale, Inc.), 86 1.B.C.R. 28, 29
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(Bankr. D. Idaho 1986)). The Court will therefore look to these cases aswdl in assessing
whether GE retained a meaningful reversonary interest in the USL Equipment.

GE argues that these factors condtitute the exclusive list of congderations the
court may examine in answering this question. The Court does not agree. Though these
two factors have been consdered the most relevant and useful, thereisno suggestion in
Addison that no other factors may be considered. Indeed, the court in Zaleha and
Bumgardner judtified its use of the two Addison factors on the ground that they were the
only two factors, out of alist of seven factors that the courts had examined under Old 8§ 1-
201(37), that the revised gtatute did not explicitly or implicitly reject asrdlevant. This
leads the Court to conclude that the court in Zaleha and Bumgardner was merdy refining
its prior jurisprudence, and by extenson, was not enunciating a set of factors that
condtitute the exclusive consderations of the court. Furthermore, in noting that “we must
look to the facts of the case to determine whether [the lessor] relinquished its
reversonary interest in the [goods] under the terms of the agreement,” the court in
Addison properly emphasized that the focus must be on this ultimate conclusion. Findly,
that the court in QDS in gpplying Cdifornialaw, limited itslf to consideration of the
two Addison factorsis not persuasive evidence that this Court cannot consider any
additiona relevant factors. Rether, the Court concludes that the Addison factors are
merdly useful proxiesto ad it in andyzing whether the lessor retained a meaningful
reversonary interest.

Thefirg factor, asthe court in QDS noted, is not particularly useful in that regard.
An analyss of the nomindity of the purchase option is a redundant examination of a

factor necessarily considered before the court may turn to the reversonary interest
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question. QDS, 292 B.R. a 343 n.20. Having determined under the Bright-Line Test
that WorldCom has failed to introduce sufficient evidence to establish that the Basic

Term Purchase Option is for nomind consderation, the Court sees no reason to
recongder that concluson now. Similarly, it isnot clear to the Court that andysis of the
second Addison factor contributes any additiona information relevant to the Court's
concluson. In addressing this factor, the court in Bumgardner referenced the lessee’s
argument that it had acquired an equity interest because the option price was less than the
FMYV of the goods. 159 B.R. at 585-586. Though the court ultimately concluded that the
lessee had incorrectly compared the option price to the actua, rather than predicted, FMV
of the goods, the court did not dispute that this was the proper means of andyzing this
factor. In asking whether the lessee has an equity interest, the Court is essentidly
examining whether the contractua option price was set lower than the predicted FMV of
the goods in order to reflect the equity interest in the goods that the lessee had previoudy
accumulated, presumably by paying morein “rent” than the parties would have agreed to
in the absence of an intent to alow the lessee to accumulate such equity. Again,

however, thisandysis merdy asksin different terms whether the option price is nominal.
Hypotheticaly, alessee could have an equity interest in the leased goods even where the
option priceis not nomind, such as where the option price isless than the predicted FMV
of the goods, but not so much less as to compel the conclusion that the option priceis

nomind.*® However, given that the predicted FMV of the USL Equipment has not been

13 Though the statutory language suggests, and WorldCom argues, that the Basic Term Purchase Option is
nominal if it isabsolutely less than the cost of performance, the Court does not believe thisis an accurate
statement of the law. Rather, the court should “allow a substantial deviation from that value and yet
conclude the amount isnot ‘nominal.’” White & Summers, 8 30-3 at 10 (discussing comparison of the

FMV and the option price).
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established, the Court is unable to determine whether WorldCom has acquired an equity
interest on that basis.

Nonetheless, the Court concludes that WorldCom has adduced sufficient evidence
to create an issue of materid fact asto whether GE possesses ameaningful reversonary
interest in the USL Equipment. WorldCom has argued, and GE does not dispute, that it
is effectively precluded from exercising the Renewa Term Return Option because the
USL Equipment cannot be easily digtinguished from like-equipment leased or purchased
pursuant to other agreements. WorldCom notes:

[T]he specific items condtituting the [USL Equipment] are afungible part

of amuch larger pool of nearly identica telecommunications equipment

that was acquired by MCl at subgtantidly the same time (i.e. the Nortel

Equipment). None of the specific items congtituting the [USL] Equipment

are identified by serid number in the Agreement or in any rdlated

documents, but only by fungible part numbers and equipment type

descriptions. Plaintiff’s Reply, pg. 24.

WorldCom argues that these facts demonstrate that GE must have recognized at the
inception of the Agreement that it would be neither practica nor possible for WorldCom

to return the USL Equipment upon expiration of the Renewa Term. Asaresult,
WorldCom argues, GE had no expectation that the equipment would be returned and
therefore surrendered any reversonary interest it had in the equipment. See Kimco
Leasing, 656 N.E.2d at 1218 (“If, however, the lessor cannot reasonably expect to receive
back anything of value at the end of the lease, then the lease creates a security interest.”).

While not denying that the USL Equipment cannot be easly identified and
returned, GE argues in response that the terms of the Agreement evidence that GE did
have such an expectation at the inception of the Agreement. GE notes first, that Section 6

of the Agreement provides a detailed list of procedures and guidelines for the return of
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the USL Equipment. GE highlights that Section 6 aso provides that its provisons are the
“essence of [the Agreement]” and that GE is entitled to specific performance of those
providons. GE further argues that the respongbility for ensuring the equipment could be
returned rested with WorldCom, and that “a party can not by its own act place itsdf in the
position of being unable to perform a contract then plead that inability to perform as an

excuse for nonperformance.” Omni Investment Corp. v. Cordon Int’| Corp., 603 F.3d 81,
84 (9" Cir. 1979). See also Restatement (Second) of Contracts § 261 (1981). Section 6
of the Agreement therefore demonstrates, GE concludes, that there was an expectation

that WorldCom could return the equipment.

WorldCom in turn responds that other provisions of the Agreement suggest the
opposite conclusion than the one urged by GE. WorldCom notes that Section 13 of the
Agreement expresses GE' s bargained-for right to require WorldCom to mark and track
the USL Equipment, which right, WorldCom points out, GE did not exercise. WorldCom
argues therefore that GE recognized the removal issue at the inception of the Agreement
but failed to pursue it, demongtrating that GE did not retain a meaningful reversonary
interest. WorldCom further notes that in no provision of the Agreement or related
documents was the USL. Equipment ever identified by serid number, even though the
parties were aware WorldCom was leasing other smilar equipment as part of the Nortel
Purchase.

Courts have held that the practica inability of the lessee to return the leased goods
due to the cost and difficulty of removad is evidence that a security interest was created.
See, eg., Pillowtex, 349 F.3d at 723; In re Cook, 52 B.R. 558, 563 (Bankr. D.N.D. 1985);

WOCO v. Benjamin Franklin Corp., 20 UCC Rep. Serv. (Callaghan) 1015, 1021 (D.N.H.
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1976); Meeker v. Fowler, 341 N.E.2d 412, 416 (lIl.App. 1976). Moreover, that
WorldCom bore the responsibility for ensuring that the equipment could be returned is
not clearly dipostive of theissue. Though the rule cited by GE is obvioudy of
fundamenta importance in contract law, it is not equaly applicable here. Rather,

because the Court is here looking at the facts to determine what type of arrangement was
created, and not enforcing the contractual covenants of the Agreement, evidence that GE
knew WorldCom would be practicaly unable to return the equipment is relevant to the
Court’ s determination.

The Court finds, therefore, that WorldCom has satisfied its burden of persuasion
sufficient to defeat GE's Mation for Summary Judgment. The next question then must be
whether WorldCom has aso satisfied its burden of proof to sustain its own Mation for
Summary Judgment. The answer to this question must be negetive however. Viewing
the evidence in the light most favorable to GE, this Court must conclude that WorldCom
has failed to carry its burden of proof. Issuesremain asto whether the Basic Term
Purchase Option was nominal congderation, and there is a notable paucity of information
upon which this Court could rest ajudgment WorldCom’sfavor. The Court is unwilling
in the face of this evidentiary void to conclude that one factor is sufficient to judtify
recharacterizing the Agreement.

VIII. Additiond Clams

As previoudly noted, the parties have raised a number of additiond clamsreating
to disposition of the USL Equipment and remedies. Asthe Court has not determined
whether the Agreement congtitutes alease or a security arrangement, the Court does not

reach these issues.
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IX. Conclusion
Based upon the foregoing, the Court DENIES both parties Mations for Summary
Judgment. The Debtor isto settle an order consstent with this opinion. The parties

should contact the Court to schedule a pre-trid hearing.

DATED: New York, New Y ork
February 7, 2006

< Arthur J. Gonzalez

ARTHUR J. GONZALEZ
United States Bankruptcy Judge
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